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Accounting Questions
[The questions and answers which appear in this section of The Journal of 
Accountancy have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by practising accountants and are published here for general in­
formation. The executive committee of the American Institute of Account­
ants, in authorizing the publication of this matter, distinctly disclaims any 
responsibility for the views expressed. The answers given by those who reply 
are purely personal opinions. They are not in any sense an expression of the 
Institute nor of any committee of the Institute, but they are of value because 
they indicate the opinions held by competent members of the profession. The 
fact that many differences of opinion are expressed indicates the personal nature 
of the answers. The questions and answers selected for publication are those 
believed to be of general interest.—Editor.]
LIABILITY OF A SUBSIDIARY CORPORATION
Question: An industrial corporation with a long and prosperous history 
proposes to sell a substantial portion of its capital stock to the public. The 
buildings in which it operates are owned by a separate corporation, the capital 
stock of which is owned entirely by the first-named corporation. For purposes 
of abbreviated identification, we shall refer hereafter to (a) the industrial 
corporation and (b) the realty corporation.
The realty corporation has leased its property for a long term of years to the 
industrial corporation at a rental sufficient to care for principal amortization 
and interest on a bonded debt of $500,000 which is a first lien against the realty. 
The property is appraised at $2,000,000, hence the net equity of the realty 
corporation is $1,500,000. Aside from the property and the mortgage debt, 
the assets and liabilities of the realty corporation are nominal and need not be 
considered for our purposes.
Bankers have undertaken to market the stock of the industrial corporation 
and, incidentally, financial and operating statements are required. The 
bankers wish the balance-sheet to show the assets and liabilities of the indus­
trial corporation only and are opposed to a consolidated financial statement. 
The bankers insist that the investment of the industrial corporation in the realty 
corporation shall be shown among the assets as “ net worth of a wholly-owned 
realty corporation, at appraised valuation, $1,500,000.” It is contended that 
the disclosure of the bonded debt of $500,000 will render more difficult the sale 
of the stock of the industrial corporation.
To the contention that an important liability of the affiliated group is hidden, 
the bankers reply, “We are selling the stock of the industrial corporation and 
the public is interested primarily in its individual financial status and earning 
power and, furthermore, the liability is that of the realty corporation only and 
the industrial corporation is not affected.”
May an accountant issue such a balance-sheet as the bankers demand? If 
the answer is “No,” a statement which will effectively overthrow the bankers' 
position is desirable.
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Answer No. 1: There can be no doubt that in the present instance the 
funded-debt liability of the subsidiary is a matter of greater importance to the 
stockholders of the parent company (by reason of the fact that this funded 
debt is a lien against the premises in which the parent company conducts its 
operations) than would be the case if the subsidiary stood, so to say, in a 
definitely separated position. Since this funded debt of the subsidiary is so 
closely related to the business of the parent company, it seems to us that the 
balance-sheet to be presented should indicate the existence of this liability 
against the operated premises of the parent company.
The recently promulgated instructions of the New York stock exchange, re­
garding agreements to be made by companies listing their securities, require 
extensive information with regard to any subsidiary omitted from the consoli­
dation. It is true that the information required does not go so far as to involve 
a disclosure of a liability of this nature; but we are of opinion that, as these 
requirements of the New York stock exchange represent a distinct progress in 
the matter of revelation to the public of pertinent information, further progress 
in the future will embrace such matter as that mentioned in your letter.
As we view the matter, the proposed balance-sheet caption covering the 
parent company’s investment in the subsidiary—“net worth of a wholly-owned 
realty corporation, at appraised valuation, $1,500,000"—should at least be 
expanded to indicate, if not the amount, certainly the existence of such funded 
debt; perhaps some such parenthetical expression after “net worth,” as “prop­
erty less mortgage indebtedness” might do. We presume that the bankers, 
in giving information in the offering circular concerning the affairs of the com­
pany to be financed, will mention the ownership by the wholly-owned subsidiary 
of the premises occupied by the parent company; such mention, together with 
the above-suggested parenthetical remark, would, it seems to us, be the least 
that should be brought out regarding the matter.
Answer No. 2: In the circumstances we do not think the accountant need 
insist upon a consolidated financial statement, but we do think that if the ac­
counts of the realty corporation are not consolidated, the amount of its bonded 
indebtedness must be shown clearly upon the face of the balance-sheet to be 
issued. The wording suggested by the bankers, “ net worth of a wholly-owned 
realty corporation at appraised valuation—$1,500,000,” does not seem to us 
satisfactory, since it merely hides the existence of a very substantial liability 
behind the one word “net” and can not be considered a fair disclosure. The 
argument put forward by the bankers, namely, that the public is interested 
primarily in the individual financial status and earning power of the company 
whose stock they are buying, is the very reason, it seems to us, why the liability 
in question should be disclosed. In circumstances such as these, the profits 
of the business (for instance where the business in question is that of a depart­
ment store) may depend to a very great extent upon its location, and the ar­
rangements which the company has made to secure that location have a direct 
bearing on the prosperity of the business and hence on the value of the stock 
being sold. It is from the profits of the business, as your correspondent’s 
letter indicates, that the interest and amortization on the bonded debt will 




In one particular instance where a similar question arose in our own practice, 
the facts were shown as follows:
Outside properties..................................................... $3,000,000
Less—real estate mortgages (obligations of subsid­
iary companies).............................................. 1,000,000
-------------- $2,000,000
Some such disclosure seems to us to be necessary in the present case.
BASIS OF ACCOUNTING BY NEWSPAPERS
Question: We have found that a number of the smaller daily newspapers 
on the Pacific coast follow the practice of keeping their accounts on a cash- 
receipts-and-disbursements basis, instead of upon the accrual basis. We 
wish to ascertain whether in the eastern part of the United States that practice 
is followed to any considerable extent by such newspapers in cities of, say, 
25,000 to 50,000 population.
Answer: (Results of a questionnaire to ascertain the practice among New 
England newspapers.)
In the digest of replies following, No. 1 column applies to newspapers keeping 
accounts on a cash basis; No. 2 on accrual basis; No. 3 as circulation depart­
ment accounts; No. 4 to classified advertising accounts, and No. 5 to the basis 
used in filing income-tax returns. Preceding each is the approximate circu­
lation.
Approx. circulation No. 1 No. 2 No. 3 No. 4 No. 5
7,000......................... X Cash Cash Accrual
3,500......................... X Cash Cash Cash
16,500......................... X Cash Cash Cash
16,000......................... X Cash Accrual Accrual
3,500......................... X Accrual
5,000......................... X Cash Cash Accrual
9,500......................... X Accrual Accrual Accrual
9,000......................... X Accrual Accrual Accrual
7,500......................... X Both Both Accrual
22,000......................... X Cash Cash Cash
6,500......................... Cash Accrual Accrual
40,000......................... X Accrual Accrual Accrual
8,000......................... X Accrual Accrual Accrual
13,000......................... X Accrual Both Accrual
32,500......................... X Accrual Accrual Accrual
5,500......................... X Cash Cash Cash
7,500......................... X Cash Cash Cash
4,500......................... X Cash Cash Cash
(a) 20,000......................... X Cash Accrual Accrual
(b) 14,000......................... X Accrual Accrual Accrual
(c) 60,000........................... X Cash Cash Cash
(d) 105,000........................... X Accrual Accrual
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Approx. circulation No. 1 No. 2 No. 3 No. 4 No. 5
(e) 22,500......................... X Accrual Accrual Accrual
30,000......................... X Accrual Cash Accrual
17,000......................... X Cash Accrual Accrual
(f) 30,500......................... X
(g) 8,500......................... X Cash Accrual
135,000......................... X Cash Accrual Accrual
5,750......................... X X Cash Cash Both
7,500......................... X X Cash Cash Both
18,000......................... X Accrual Accrual Accrual
16,000......................... X Accrual Accrual Accrual
12,000......................... X Cash Cash Cash
34,000......................... X Cash Accrual Accrual
Notes
(a) “ Changing to accrual basis on circulation January 1, 1932. General expenses all kept on 
cash disbursements.”
(b) “Leaving out accounts receivable does not present a correct picture of one's business.”
(c) “While perhaps our methods are somewhat old-fashioned and cumbersome, they are, 
nevertheless, simple, and we believe them most effective under our conditions.”
(d) “Classified, prepaid ads are naturally cash and there is nothing to accrue on the charges.”
(e) “We intend very soon to carry all local and national accounts on accrual basis as at 
present, but in case of classified and circulation to use cash-receipts basis only.”
(f) Questions 3, 4 and 5, answered “on actual earnings.”
(g) “Cash receipts for transients. Accrual for those who have display accounts.”
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